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Bankexaminations,liketherecent
“stresstest,”yieldinformationofinterest
tothemarket.Releasingthoseresults
mayincreasetransparency.Forroutine
annualbankexams,however,
doingsocouldimpedeasupervisor’s
abilitytocollectinformation.
Everyyear,banksupervisorsintheUnitedStatescollectinformation
onthesafetyandsoundnessofbanks.Theyexamineeachbank’s
assets,balancesheet,operations,andmanagement.Theinformation
issummarizedinareportthatisthenusedtohelpdetermineif
changesareneededatabankor,inworstcases,whetherthebank
shouldbeshutdown.Notonlyisthisprocessexpensivetothe
government,itisevenmoreexpensivetothebanks.Theyspendalot
ofmoneygatheringandreportinginformationtoregulators.Anyone
whodoesbusinesswithabankorbuysitssecuritiesisinterestedin
havingtheinformationcontainedinthereport.
Banksupervisorsjustfinishedadifferentformofbankaudit.The19
largestbanks,allover$100billioninassets,underwenta“stresstest”
toseeiftheyhadenoughcapital,loanlossreserves,andfutureearn-
ingstosurviveacontinuedsevereeconomicshock.1 Banksthatdid
nothaveenoughofa“buffer”havebeenrequiredtoraisemorecapital,
preferablyfromthepublic,butfromthegovernmentifneedbe.Right
now,investorsarecloselyreviewingtheresults.
Thestresstestwasanewsortofbankexaminationandithada
differentgoalthantheregularannualexam.Thetestwaspartofa
strategyofgivingconfidencetoinvestorsandcreditorsinthestrength
ofthebanksinthehopethatthiswillencouragebankstolendmore
andcontributetoaneconomicrecovery. Aroutineexamination,on
theotherhand,isgearedtowardprotectingtaxpayersfromthe
liabilitiesthatcanresultfromdepositinsurance.
Bothexamscontaininformationinvestorsandcreditorsareinterested
inandtheyareexpensivetoconduct.Thestresstestresultshave
beensharedwiththepublic,sowhynotsharetheroutineexam
resultswiththepublictoo?Thepublicwon’thavetoduplicatethe
supervisor’swork.Afterall,theinformationisapurepublicgoodin
theeconomist’ssense–useofitbyonepersondoesnotreducethe
usebyanother.
Thislogicmakessenseforthestresstest.Thepurposeofthetest
andanyensuingcapitalinjectionsistoprovideconfidenceto
investors,creditors,andcounterparties.Theonlywaytodothisis
tocrediblydisclosetheinformationthatthegovernmentlearns.
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Butthislogicdoesnotnecessarilymakesenseforroutineexams.
EdwardSimpsonPrescottlaysoutthiscaseinawinter2008article
publishedbytheFederalReserveBankofRichmondinEconomic
Quarterly,“ShouldBankSupervisorsDiscloseInformationabout
TheirBanks?”2 Init,Prescottconcludesthattherearesometimes
goodreasonstokeepthefinalreportofroutineannualbank
examinationsfromthepublic.Infact,acasecanbemadethat,
insomecircumstances,notonlyshouldthebanksupervisorbe
forbiddenfromreleasingthisinformationbutsoshouldthebankitself.
ThEMEThoDSofThEBankExaMinEr
Tohelpputtheabovequestionintocontext,it’snecessaryto
understandhowroutinebanksexamsareconducted.Accordingto
federallaw,allbanksmusthaveaformalon-siteexamconductedat
leastonceeveryyear,thoughundercertainconditionsthosewithless
than$250millioninassetscanbeexaminedonceevery18months.
On-siteexaminationsarenottheonlyformofdirectsupervision.Bank
supervisorsalsomonitorbanksbyanalyzingavarietyofdata,often
called“off-sitesurveillance.”Furthermore,supervisorsmaintainoffices
intheheadquartersoflargebanksthroughouttheyeartoallowthem
togenerateaconstantflowofinformation.Inallcases,however,some
oftheinformationthatsupervisorsuseintheirexaminationprocess
isprovidedbythebankitself.Thefinalexamreportintegratesthe
informationobtainedbyallofthesemethods.
Anexamisbroadinitsscopeandismeanttoratethebankonthe
followingmeasures:
￿ CapitalAdequacy
￿ AssetQuality
￿ ManagementandAdministrativeAbility
￿ EarningsLevelandQuality
￿ LiquidityLevel
￿ SensitivitytoMarketRisk
Combiningthefirstletterofeachcomponentcreatestheacronym
(CAMELS)thatprovidesthenameforthefinalratingawardedbythe
supervisor.Eachcomponentisassignedaratingofonetofive,with
onebeingthebestandfivebeingtheworst.Thecomponentsarethen
combinedtocreateanoverallCAMELSratingforthebank.Theoverall
ratingusesthesamescaleasthecomponents.
Thefinalreportalsocontainsdetailedcommentsfromthesupervisor
abouttheconditionofthebank.Ascurrentlawstands,theexam
reportisconfidentialandcannotbedisclosedbythebankwithout
thepermissionofthesupervisor.
aBank’SinCEnTivEToDiSCloSEinforMaTionToiTS
SuPErviSor
Shouldsupervisorsdisclosetheirinformationtothepublic?Toanswer
thisquestion,Prescottarguesthatfirstyouneedtofigureoutwhat
incentivesabankhastodiscloseinformationtoasupervisor.A
supervisorcannotseeeverythingthatgoesoninabank,sois
necessarilydependentonwhatinformationthebankprovides.
Hearguesthatifasupervisordisclosestheresults,thebankfaces
twocoststoprovidinginformationtothesupervisor:dealingwiththe
supervisorandthemarketreaction.Whenthebankisdoingwell,this
isnotaproblem,butwhenitisdoingpoorlyitcanbe.Thecostofthe
marketreactionisanadditionalcosttothebankandifitishigh
enough,thebankwillbereluctanttoshareitsinformationwiththe
supervisor.However,ifthesupervisordoesnotdisclosetheresult,
thereisnoadditionalcost,sothebankwillbemorewillingtoprovide
theinformationtothesupervisor.Thiswillbeaproblemprecisely
whenthesupervisormostneedstheinformation.Thisissimilartothe
situationinmanypolicetelevisionshowswherethepoliceofficerdoes
notwanttorevealhissourcebecausedoingsowouldcausethatflow
ofinformationtodryup.
volunTaryDiSCloSurEiSThESaMEaSManDaTory
DiSCloSurE
Whataboutvoluntarydisclosure?Whynotletbankswhowantto
disclosedoso?Otherbankscouldkeeptheirinformationquiet.
Prescottarguesthatvoluntarydisclosureisthesameasdisclosure
bytheregulator.
Whyisthisthecase?ImagineyourselfastheCEOofabankthatis
doingwell.Ifyoudonotdisclosetheinformation,themarketwilllump
youinwiththeotherbanks,whichincludessomenotsogoodones.
Butifyoudisclosetheresultofyourreport–andweareassumingthat
youcannotissueafakereport–themarketwillknowthatyouareone
ofthe“goodguys.”Wouldn’tyouwaveyourgoodCAMELSrating
around?Ofcourseyouwouldandsowouldeveryothergoodbank.
Thisleavestheweakerbanksastheonlyonesnotdisclosing,but
eventhenthestrongestoftheweakaregoingtowanttoavoidbeing
lumpedinwiththereallyweak,sotheydisclosetoo.Intheend,
everyonebasicallydiscloses,exceptmaybetheweakest.
Whatdoesthismeanforsupervisorydisclosure?Itmeansthatif
thesupervisordoesnotwanttodiscloseitsreportthenitbetter
stopallthebanksfromdisclosing.Infact,theypreventbanksfrom
disclosingCAMELSratingsbyforceoflaw.EB09-05
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Itisworthnotingthatthesamecanbesaidfortheresultsofthe
stresstest.Ifthegovernmentallowedthebankstoreleasetheresults
ontheirown,thesameunravelingwouldoccur.Ofcourse,aswe
arguedearlier,thepointofthestresstestwastogettheinformation
outtothepublic,sowhetheritcameoutvoluntarilyormandatorily
shouldnotreallymatter.Itseemssimplesttojusthavethe
governmentreleaseitallatonce,whichiswhathappened.
ConCluSion
Theanalysisabovedescribesthetradeoffstodisclosureofbank
examinationreports.Themainargumentisthatifsupervisors
needthecooperationofabanktoreceiveinformation,disclosure
willincreasethecostofcooperationtothebank.Thisincreasedcost
eitherreducesthequalityofinformationthesupervisorreceives
oritrequiresthesupervisortospendmoreofhisresourcescollecting
theinformation.
Whetherthesereportswouldbereleasedbythesupervisororthe
banksdoesn’tmatter.Eitherdisclosurescenariomakesitcostlierfor
abanktobecompletelyhonestwiththesupervisor.Thus,theonly
scenarioinwhichthesupervisorreceivesreliableinformationduring
theauditisifneitherhenorthebankislegallyabletoreleasethe
examratingattheendoftheprocess.3
Inotherwords,it’simportanttorememberthatroutinedisclosureof
informationcannegativelyaffecttheabilitytocollectit.Intheworld
offinancialregulation,disclosureisoftenviewedabitlikebaseball,
motherhood,andapplepie–youcanneverhavetoomuchofit.But
asthisarticleargues,whenitcomestodisclosure,moreisnotalways
better.
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1Fordetailontheplan,seetheTreasuryDepartment’swhitepaper,“TheCapitalAssistanceProgram
andItsRoleintheFinancialStabilityPlan,”undated.Formoredetailsonthestresstestmethodology,
see“TheSupervisoryCapitalAssessmentProgram:DesignandImplementation,”Boardofgovernors
oftheFederalReserveSystem,April24,2009.
2Prescott,EdwardS.2008.“ShouldBankSupervisorsDiscloseInformationAboutTheirBanks?”Fed-
eralReserveBankofRichmondEconomicQuarterly94:1-16.
3Itisalsoimportanttounderstandtheincentivesofthesupervisors.Oneargumentfordisclosureis
thatthepublicreleaseofthisinformationmayforcethesupervisortoactearly,thusreducingthe
sizeofthedepositinsurers’liability.(ThepromptandcorrectiveactionprovisionsoftheFederalDe-
positInsuranceCorporationActof1991havethisflavor.)Asaresult,supervisorshavetotakecertain
actions–someofwhicharepubliclydisclosed–iftheamountofbankcapitalfallsbelowcertain
levels.Ofcourse,anyanalysisalongthislineofthoughtmusttakeintoaccounttheincentivesofsu-
pervisorstoaccuratelydisclosetheinformation.Thissuggestsaneedtoauditthesupervisoraftera
bankfailure.
Theviewsexpressedinthisarticlearethoseoftheauthorsandnot
necessarilythoseoftheFederalReserveBankofRichmondortheFederal
ReserveSystem.